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Changes To Note

* The corporation may need to mail its
return to a different service center this
year because the IRS has changed the
filing location for several areas. If an
envelope was received with the tax
package, please use it. Otherwise, see
Where To File on page 3.

* The corporation may request that the
IRS deposit its income tax refund directly
into an account at any U.S. bank or other
financial institution that accepts direct
deposits. For details, see the instructions
for line 27 on page 16, and new Form
8050, Direct Deposit of Corporate Tax
Refund.

* If the corporation wants to allow the
IRS to discuss its 2001 tax return with the
paid preparer who signed it, check the
“Yes” box in the area where the officer of
the corporation signed the return. See
page 3 for details.

Cat. No. 11515K

Photographs of Missing
Children

The Internal Revenue Service is a proud
partner with the National Center for
Missing and Exploited Children.
Photographs of missing children selected
by the Center may appear in instructions
on pages that would otherwise be blank.
You can help bring these children home
by looking at the photographs and calling
1-800-THE-LOST (1-800-843-5678) if you
recognize a child.

Unresolved Tax Issues

If the corporation has attempted to deal
with an IRS problem unsuccessfully, it
should contact the Taxpayer Advocate.
The Taxpayer Advocate independently
represents the corporation’s interests and
concerns within the IRS by protecting its
rights and resolving problems that have
not been fixed through normal channels.

While Taxpayer Advocates cannot
change the tax law or make a technical
tax decision, they can clear up problems
that resulted from previous contacts and
ensure that the corporation’s case is
given a complete and impartial review.

The corporation’s assigned personal
advocate will listen to its point of view and
will work with the corporation to address
its concerns. The corporation can expect
the advocate to provide:

* A “fresh look” at a new or on-going
problem.

* Timely acknowledgment.

* The name and phone number of the
individual assigned to its case.

* Updates on progress.

* Timeframes for action.

* Speedy resolution.

* Courteous service.

When contacting the Taxpayer
Advocate, the corporation should provide
the following information:

* The corporation’s name, address, and
employer identification number (EIN).

* The name and telephone number of an
authorized contact person and the hours
he or she can be reached.

* The type of tax return and year(s)
involved.

* A detailed description of the problem.

* Previous attempts to solve the problem
and the office that had been contacted.

* A description of the hardship the
corporation is facing (if applicable).

The corporation may contact a
Taxpayer Advocate by calling a toll-free
number, 1-877-777-4778. Persons who



have access to TTY/TDD equipment may
call 1-800-829-4059 and ask for Taxpayer
Advocate assistance. If the corporation
prefers, it may call, write, or fax the
Taxpayer Advocate office in its area. See
Pub. 1546, The Taxpayer Advocate
Service of the IRS, for a list of addresses
and fax numbers.

How To Make a
Contribution To Reduce
the Public Debt

To make a contribution to reduce the
public debt, send a check made payable
to the “Bureau of the Public Debt” to
Bureau of the Public Debt, Department G,
P.O. Box 2188, Parkersburg, WV
26106-2188. Or, enclose a check with
Form 1120S. Contributions to reduce the
public debt are deductible, subject to the
rules and limitations for charitable
contributions.

How To Get Forms and
Publications

Personal computer. You can access the
IRS Web Site 24 hours a day, 7 days a
week at www.irs.gov to:

* Download forms, instructions, and
publications.

* See answers to frequently asked tax
questions.

* Search publications on-line by topic or
keyword.

¢ Send us comments or request help by
e-mail.

* Sign up to receive local and national
tax news by e-mail.

You can also reach us using file
transfer protocol at ftp.irs.gov.

CD-ROM. Order Pub. 1796, Federal Tax
Products on CD-ROM, and get:

¢ Current year forms, instructions, and
publications.

* Prior year forms, instructions, and
publications.

* Frequently requested tax forms that
may be filled in electronically, printed out
for submission, and saved for
recordkeeping.

* The Internal Revenue Bulletin.

Buy the CD-ROM on the Internet at
www.irs.gov/cdorders from the National
Technical Information Service (NTIS) for
$21 (no handling fee) or call
1-877-CDFORMS (1-877-233-6767) toll
free to buy the CD-ROM for $21 (plus a
$5 handling fee).

By phone and in person. You can order
forms and publications 24 hours a day, 7
days a week, by calling
1-800-TAX-FORM (1-800-829-3676). You
can also get most forms and publications
at your local IRS office.

General Instructions

Purpose of Form

Form 1120S is used to report the income,
deductions, gains, losses, etc., of a
domestic corporation that has elected to
be an S corporation by filing Form 2553,
Election by a Small Business Corporation,
and whose election is in effect for the tax
year.

Who Must File

A corporation must file Form 1120S if (a)
it elected to be an S corporation by filing
Form 2553, (b) the IRS accepted the
election, and (c) the election remains in
effect. Do not file Form 1120S for any tax
year before the year the election takes
effect.

Termination of Election

Once the election is made, it stays in
effect until it is terminated. If the election
is terminated in a tax year beginning after
1996, the corporation (or a successor
corporation) can make another election
on Form 2553 only with IRS consent for
any tax year before the 5th tax year after
the first tax year in which the termination
took effect. See Regulations section
1.1362-5 for more details.

An election terminates automatically
in any of the following cases:

1. The corporation is no longer a
small business corporation as defined in
section 1361(b). The termination of an
election in this manner is effective as of
the day on which the corporation no
longer meets the definition of a small
business corporation. If the election
terminates for this reason, attach to Form
1120S for the final year of the S
corporation a statement notifying the IRS
of the termination and the date it
occurred.

2. The corporation, for each of three
consecutive tax years, (a) has
accumulated earnings and profits and (b)
derives more than 25% of its gross
receipts from passive investment income
as defined in section 1362(d)(3)(C). The
election terminates on the first day of the
first tax year beginning after the third
consecutive tax year. The corporation
must pay a tax for each year it has
excess net passive income. See the
instructions for line 22a for details on how
to figure the tax.

3. The election is revoked. An election
may be revoked only with the consent of
shareholders who, at the time the
revocation is made, hold more than 50%
of the number of issued and outstanding
shares of stock (including non-voting
stock). The revocation may specify an
effective revocation date that is on or after
the day the revocation is filed. If no date
is specified, the revocation is effective at
the start of a tax year if the revocation is
made on or before the 15th day of the 3rd
month of that tax year. If no date is
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specified and the revocation is made after
the 15th day of the 3rd month of the tax
year, the revocation is effective at the
start of the next tax year.

To revoke the election, the corporation
must file a statement with the service
center where it filed its election to be an S
corporation. In the statement, the
corporation must notify the IRS that it is
revoking its election to be an S
corporation. The statement must be
signed by each shareholder who
consents to the revocation and contain
the information required by Regulations
section 1.1362-6(a)(3). A revocation may
be rescinded before it takes effect. See
Regulations section 1.1362-6(a)(4) for
details.

For rules on allocating income and
deductions between an S short year and
a C short year and other special rules that
apply when an election is terminated, see
section 1362(e) and Regulations section
1.1362-3.

If an election was terminated under 1
or 2 above, and the corporation believes
the termination was inadvertent, the
corporation may request permission from
the IRS to continue to be treated as an S
corporation. See Regulations section
1.1362-4 for the specific requirements
that must be met to qualify for inadvertent
termination relief.

When To File

In general, file Form 1120S by the 15th
day of the 3rd month following the date
the corporation’s tax year ended as
shown at the top of Form 1120S. For
calendar year corporations, the due date
is March 15, 2002. If the due date falls on
a Saturday, Sunday, or legal holiday, file
on the next business day. A business day
is any day that is not a Saturday, Sunday,
or legal holiday.

If the S election was terminated during
the tax year, file Form 1120S for the S
short year by the due date (including
extensions) of the C short year return.

Private Delivery Services

In addition to the United States mail, the
corporation can use certain private
delivery services designated by the IRS to
meet the “timely mailing as timely filing/
paying” rule for tax returns and payments.
The most recent list of designated private
delivery services was published by the
IRS in October 2001. The list includes
only the following:

¢ Airborne Express (Airborne): Overnight
Air Express Service, Next Afternoon
Service, Second Day Service.

¢ DHL Worldwide Express (DHL): DHL
“Same Day” Service, DHL USA
Overnight.

* Federal Express (FedEx): FedEx
Priority Overnight, FedEx Standard
Overnight, FedEx 2Day.

* United Parcel Service (UPS): UPS Next
Day Air, UPS Next Day Air Saver, UPS
2nd Day Air, UPS 2nd Day Air A.M., UPS

Instructions for Form 1120S



Worldwide Express Plus, UPS Worldwide
Express.

The private delivery service can tell
you how to get written proof of the mailing
date.

Extension

Use Form 7004, Application for
Automatic Extension of Time To File
Corporation Income Tax Return, to
request an automatic 6-month extension
of time to file Form 1120S.

Period Covered

File the 2001 return for calendar year
2001 and fiscal years beginning in 2001
and ending in 2002. If the return is for a
fiscal year or a short tax year, fill in the
tax year space at the top of the form.

Note: The 2001 Form 1120S may also
be used if (a) the corporation has a tax
year of less than 12 months that begins
and ends in 2002 and (b) the 2002 Form
1120S is not available by the time the
corporation is required to file its return.
However, the corporation must show its
2002 tax year on the 2001 Form 1120S
and incorporate any tax law changes that
are effective for tax years beginning after
December 31, 2001.

Who Must Sign

The return must be signed and dated by
the president, vice president, treasurer,
assistant treasurer, chief accounting
officer, or any other corporate officer
(such as tax officer) authorized to sign. A
receiver, trustee, or assignee must sign
and date any return he or she is required
to file on behalf of a corporation.

If an officer or employee of the
corporation completes Form 1120S, the
paid preparer’s space should remain
blank. In addition, anyone who prepares
Form 1120S, but does not charge the
corporation, should not complete that
section. Generally, anyone who is paid to
prepare the return must sign it and fill in
the “Paid Preparer’'s Use Only” area.

The paid preparer must complete the
required preparer information and:
* Sign it, by hand, in the space provided
for the preparer’s signature (signature
stamps or labels are not acceptable).
* Give a copy of the return to the
taxpayer.

Paid Preparer

Authorization

If the corporation wants to allow the IRS
to discuss its 2001 tax return with the paid
preparer who signed it, check the “Yes”
box in the signature area of the return.
This authorization applies only to the
individual whose signature appears in the
“Paid Preparer’s Use Only” section of the
return. It does not apply to the firm, if any,
shown in that section.

If the “Yes” box is checked, the
corporation is authorizing the IRS to call
the paid preparer to answer any
questions that may arise during the
processing of its return. The corporation
is also authorizing the paid preparer to:
* Give the IRS any information that is
missing from its return,
¢ Call the IRS for information about the
processing of its return or the status of its
refund or payment(s), and

Where To File

File your return at the applicable IRS address listed below.

business, office, or agency
is located in:

If the corporation’s principal [And the total assets at the
end of the tax year (Form
1120S, page 1, item E) are:

Use the following Internal
Revenue Service Center
address:

Connecticut, Delaware, District
of Columbia, lllinois, Indiana,
Kentucky, Maine, Maryland,
Massachusetts, Michigan,
New Hampshire, New Jersey,

Less than $10 million

Cincinnati, OH 45999-0013

New York, North Carolina,
Ohio, Pennsylvania, Rhode
Island, South Carolina,
Vermont, Virginia, West
Virginia, Wisconsin

$10 million or more

Ogden, UT 84201-0013

Alabama, Alaska, Arizona,
Arkansas, California,
Colorado, Florida, Georgia,
Hawaii, Idaho, lowa, Kansas,
Louisiana, Minnesota,
Mississippi, Missouri,
Montana, Nebraska, Nevada,
New Mexico, North Dakota,
Oklahoma, Oregon, South
Dakota, Tennessee, Texas,
Utah, Washington, Wyoming

Any amount

Ogden, UT 84201-0013

A foreign country or U.S.
possession

Any amount

Philadelphia, PA 19255-0013

Instructions for Form 1120S
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* Respond to certain IRS notices that the
corporation has shared with the preparer
about math errors, offsets, and return
preparation. The notices will not be sent
to the preparer.

The corporation is not authorizing the
paid preparer to receive any refund
check, bind the corporation to anything
(including any additional tax liability), or
otherwise represent the corporation
before the IRS. If the corporation wants to
expand the paid preparer’s authorization,
see Pub. 947, Practice Before the IRS
and Power of Attorney.

The authorization cannot be revoked.
However, the authorization will
automatically end no later than the due
date (excluding extensions) for filing the
2002 tax return.

Accounting Methods

Figure ordinary income using the method
of accounting regularly used in keeping
the corporation’s books and records.
Generally, permissible methods include:
* Cash,

e Accrual, or

* Any other method authorized by the
Internal Revenue Code.

In all cases, the method used must
clearly reflect income. Unless the
corporation is a qualifying taxpayer, it
must use the accrual method for sales
and purchases of inventory items. See
Schedule A—Cost of Goods Sold on
page 16 for the definition of a qualifying
taxpayer.

Generally, an S corporation may not
use the cash method of accounting if the
corporation is a tax shelter (as defined in
section 448(d)(3)). See section 448 for
details.

Under the accrual method, an amount
is includible in income when:
¢ All the events have occurred that fix the
right to receive the income, which is the
earliest of the date (a) the required
performance takes place, (b) payment is
due, or (c) payment is received, and
* The amount can be determined with
reasonable accuracy.

See Regulations section 1.451-1(a) for
details.

Generally, an accrual basis taxpayer
can deduct accrued expenses in the tax
year in which:
¢ All events that determine liability have
occurred,

* The amount of the liability can be
figured with reasonable accuracy, and
¢ Economic performance takes place
with respect to the expense. There are
exceptions for certain items, including
recurring expenses. See section 461(h)
and the related regulations for the rules
for determining when economic
performance takes place.

Except for certain home construction
contracts and other real property small
construction contracts, long-term
contracts must generally be accounted for
using the percentage of completion
method. For rules on long-term contracts,



see section 460 and the underlying
regulations.

Mark-to-Market Accounting
Method

Dealers in securities must use the
“mark-to-market” accounting method
described in section 475. Under this
method, any security that is inventory to
the dealer must be included in inventory
at its fair market value. Any security that
is not inventory and that is held at the
close of the tax year is treated as sold at
its fair market value on the last business
day of the tax year, and any gain or loss
must be taken into account in determining
gross income. The gain or loss taken into
account is generally treated as ordinary
gain or loss. For details, including
exceptions, see section 475 and the
related regulations.

Dealers in commodities and traders in
securities and commodities may elect to
use the mark-to-market accounting
method. To make the election, the
corporation must file a statement
describing the election, the first tax year
the election is to be effective, and, in the
case of an election for traders in
securities or commodities, the trade or
business for which the election is made.
Except for new taxpayers, the statement
must be filed by the due date (not
including extensions) of the income tax
return for the tax year immediately
preceding the election year and attached
to that return, or, if applicable, to a
request for an extension of time to file that
return. For more details, see Rev. Proc.
99-17, 1999-1 C.B. 503, and sections
475(e) and (f).

Change in Accounting Method

Generally, the corporation must get IRS
consent to change its method of
accounting used to report taxable income
(for income as a whole or for any material
item). To do so, it must file Form 3115,
Application for Change in Accounting
Method. For more information, see Pub.
538, Accounting Periods and Methods.

In changing its method of accounting,
the corporation may also have to make an
adjustment to prevent amounts of income
or expense from being duplicated or
omitted. This is called a section 481(a)
adjustment, which is taken into account
over a period not to exceed 4 years. For
example, if the corporation changes to the
cash method of accounting and chooses
not to account for inventories, and it
accrued sales in 2000 for which it
received payment in 2001, it must report
those sales in both years as a result of
changing its accounting method and must
make a section 481(a) adjustment to
prevent duplication of income. See Rev.
Proc. 99-49, 1999-2 C.B. 725, to figure
the amount of this adjustment for the tax
year. Include any positive section 481(a)
adjustment on page 1, line 5. If the
section 481(a) adjustment is negative,
report it on page 1, line 19.

Accounting Periods

Generally, an S corporation may not
change its accounting period to a tax year
that is not a permitted year. A “permitted
year” is a calendar year or any other
accounting period for which the
corporation can establish to the
satisfaction of the IRS that there is a
business purpose for the tax year.

To change an accounting period, see
Regulations section 1.442-1 and Form
1128, Application To Adopt, Change, or
Retain a Tax Year. Also see Pub. 538.

Election of a Tax Year Other
Than a Required Year

Under the provisions of section 444, an S
corporation may elect to have a tax year
other than a permitted year, but only if the
deferral period of the tax year is not
longer than the shorter of 3 months or the
deferral period of the tax year being
changed. This election is made by filing
Form 8716, Election To Have a Tax Year
Other Than a Required Tax Year.

An S corporation may not make or
continue an election under section 444 if
it is a member of a tiered structure, other
than a tiered structure that consists
entirely of partnerships and S
corporations that have the same tax year.
For the S corporation to have a section
444 election in effect, it must make the
payments required by section 7519 and
file Form 8752, Required Payment or
Refund Under Section 7519.

A section 444 election ends if an S
corporation changes its accounting period
to a calendar year or some other
permitted year; it is penalized for willfully
failing to comply with the requirements of
section 7519; or its S election is
terminated (unless it immediately
becomes a personal service corporation).
If the termination results in a short tax
year, type or legibly print at the top of the
first page of Form 1120S for the short tax
year, “SECTION 444 ELECTION
TERMINATED.”

Rounding Off to Whole

Dollars

You may round off cents to whole dollars
on your return and accompanying
schedules. To do so, drop amounts under
50 cents and increase amounts from 50
to 99 cents to the next higher dollar.

Recordkeeping

The corporation’s records must be kept
as long as they may be needed for the
administration of any provision of the
Internal Revenue Code. Usually, records
that support an item of income, deduction,
or credit on the corporation’s return must
be kept for 3 years from the date each
shareholder’s return is due or is filed,
whichever is later. Keep records that
verify the corporation’s basis in property
for as long as they are needed to figure
the basis of the original or replacement

property.
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The corporation should also keep
copies of any returns it has filed. They
help in preparing future returns and in
making computations when filing an
amended return.

Depository Method of Tax

Payment

The corporation must pay the tax due in
full no later than the 15th day of the 3rd
month after the end of the tax year. The
two methods of depositing corporate
income taxes are discussed below.

Electronic Deposit Requirement

The corporation must make electronic
deposits of all depository taxes (such as
employment tax, excise tax, and
corporate income tax) using the
Electronic Federal Tax Payment System
(EFTPS) in 2002 if:

* The total deposits of such taxes in
2000 were more than $200,000 or

* The corporation was required to use
EFTPS in 2001.

If the corporation is required to use
EFTPS and fails to do so, it may be
subject to a 10% penalty. If the
corporation is not required to use EFTPS,
it may participate voluntarily. To enroll in
or get more information about EFTPS,
call 1-800-555-4477 or 1-800-945-8400.
To enrol online, visit www.eftps.gov.

Depositing on time. For EFTPS
deposits to be made timely, the
corporation must initiate the transaction at
least 1 business day before the date the
deposit is due.

Deposits With Form 8109

If the corporation does not use EFTPS,
deposit corporation income tax payments
(and estimated tax payments) with Form
8109, Federal Tax Deposit Coupon. If you
do not have a preprinted Form 8109, use
Form 8109-B to make deposits. You can
get this form only by calling
1-800-829-1040. Be sure to have your
employer identification number (EIN)
ready when you call.

Do not send deposits directly to an IRS
office; otherwise, the corporation may
have to pay a penalty. Mail or deliver the
completed Form 8109 with the payment
to an authorized depositary, i.e., a
commercial bank or other financial
institution authorized to accept Federal
tax deposits.

Make checks or money orders payable
to the depositary. To help ensure proper
crediting, write the corporation’s EIN, the
tax period to which the deposit applies,
and “Form 1120S” on the check or money
order. Be sure to darken the “1120” box
on the coupon. Records of these deposits
will be sent to the IRS.

If the corporation prefers, it may mail
the coupon and payment to: Financial
Agent, Federal Tax Deposit Processing,
P.O. Box 970030, St. Louis, MO 63197.
Make the check or money order payable
to “Financial Agent.”

Instructions for Form 1120S



For more information on deposits, see
the instructions in the coupon booklet
(Form 8109) and Pub. 583, Starting a
Business and Keeping Records.

Estimated Tax

Generally, the corporation must make
estimated tax payments for the following
taxes if the total of these taxes is $500 or
more: (a) the tax on certain capital gains,
(b) the tax on built-in gains, (c) the
excess net passive income tax, and (d)
the investment credit recapture tax.

The amount of estimated tax required
to be paid annually is the smaller of (a)
the total of the above taxes shown on the
return for the tax year (or if no return is
filed, the total of these taxes for the year)
or (b) the sum of (i) the investment credit
recapture tax and the built-in gains tax (or
the tax on certain capital gains) shown on
the return for the tax year (or if no return
is filed, the total of these taxes for the
year), and (ii) any excess net passive
income tax shown on the corporation’s
return for the preceding tax year. If the
preceding tax year was less than 12
months, the estimated tax must be
determined under (a).

The estimated tax is generally payable
in four equal installments. However, the
corporation may be able to lower the
amount of one or more installments by
using the annualized income installment
method or adjusted seasonal installment
method under section 6655(e).

For a calendar year corporation, the
payments are due for 2002 by April 15,
June 17, September 16, and December
16. For a fiscal year corporation, they are
due by the 15th day of the 4th, 6th, 9th,
and 12th months of the fiscal year.

The corporation must make the
payments using the depository method
described on page 4.

Interest and Penalties

Interest

Interest is charged on taxes not paid by
the due date, even if an extension of time
to file is granted. Interest is also charged
from the due date (including extensions)
to the date of payment on the failure to
file penalty, the accuracy-related penalty,
and the fraud penalty. The interest charge
is figured at a rate determined under
section 6621.

Late Filing of Return

A corporation that does not file its tax
return by the due date, including
extensions, may have to pay a penalty of
5% a month, or part of a month, up to a
maximum of 25%, for each month the
return is not filed. The penalty is imposed
on the net amount due. The minimum
penalty for filing a return more than 60
days late is the smaller of the tax due or
$100. The penalty will not be imposed if
the corporation can show that the failure
to file on time was due to reasonable
cause. If the failure is due to reasonable

Instructions for Form 1120S

cause, attach an explanation to the
return.

Late Payment of Tax

A corporation that does not pay the tax
when due generally may have to pay a
penalty of %> of 1% a month or part of a
month, up to a maximum of 25%, for each
month the tax is not paid. The penalty is
imposed on the net amount due.

The penalty will not be imposed if the
corporation can show that failure to pay
on time was due to reasonable cause.

Failure To Furnish Information
Timely

Section 6037(b) requires an S corporation
to furnish to each shareholder a copy of
the information shown on Schedule K-1
(Form 1120S) that is attached to Form
1120S. Provide Schedule K-1 to each
shareholder on or before the day on
which the corporation files Form 1120S.

For each failure to furnish Schedule
K-1 to a shareholder when due and each
failure to include on Schedule K-1 all the
information required to be shown (or the
inclusion of incorrect information), a $50
penalty may be imposed with regard to
each Schedule K-1 for which a failure
occurs. If the requirement to report
correct information is intentionally
disregarded, each $50 penalty is
increased to $100 or, if greater, 10% of
the aggregate amount of items required to
be reported. See sections 6722 and 6724
for more information.

The penalty will not be imposed if the
corporation can show that not furnishing
information timely was due to reasonable
cause and not due to willful neglect.

Trust Fund Recovery Penalty

This penalty may apply if certain excise,
income, social security, and Medicare
taxes that must be collected or withheld
are not collected or withheld, or these
taxes are not paid to the IRS. These
taxes are generally reported on Forms
720, 941, 943, or 945. The trust fund
recovery penalty may be imposed on all
persons who are determined by the IRS
to have been responsible for collecting,
accounting for, and paying over these
taxes, and who acted willfully in not doing
so. The penalty is equal to the unpaid
trust fund tax. See the instructions for
Form 720, Pub. 15 (Circular E),
Employer’'s Tax Guide, or Pub. 51
(Circular A), Agricultural Employer’s Tax
Guide, for more details, including the
definition of responsible persons.

Other Forms, Returns, and
Statements That May Be

Required

* Schedule N (Form 1120), Foreign
Operations of U.S. Corporations. The
corporation may have to file this schedule
if it had assets in or operated a business
in a foreign country or a U.S. possession.
* Forms W-2 and W-3, Wage and Tax
Statement; and Transmittal of Wage and
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Tax Statements. Use these forms to
report wages, tips, other compensation,
withheld income taxes, and withheld
social security/Medicare taxes for
employees.

* Form 720, Quarterly Federal Excise
Tax Return. Use Form 720 to report
environmental taxes, communications
and air transportation taxes, fuel taxes,
luxury tax on passenger vehicles,
manufacturers taxes, ship passenger tax,
and certain other excise taxes.

See Trust Fund Recovery
A Penalty above.
CAUTION

* Form 926, Return by a U.S. Transferor
of Property to a Foreign Corporation. Use
this form to report certain information
required under section 6038B.

* Form 940 or Form 940-EZ, Employer’'s
Annual Federal Unemployment (FUTA)
Tax Return. The corporation may be
liable for FUTA tax and may have to file
Form 940 or 940-EZ if it paid wages of
$1,500 or more in any calendar quarter
during the calendar year (or the preceding
calendar year) or one or more employees
worked for the corporation for some part
of a day in any 20 different weeks during
the calendar year (or the preceding
calendar year). A corporate officer who
performs substantial services is
considered an employee. Except as
provided in section 3306(a), reasonable
compensation for these services is
subject to FUTA tax, no matter what the
corporation calls the payments.

* Form 941, Employer’s Quarterly
Federal Tax Return. Employers must file
this form quarterly to report income tax
withheld on wages and employer and
employee social security and Medicare
taxes. A corporate officer who performs
substantial services is considered an
employee. Except as provided in sections
3121(a) and 3401(a), reasonable
compensation for these services is
subject to employer and employee social
security and Medicare taxes and income
tax withholding, no matter what the
corporation calls the payments.
Agricultural employers must file Form
943, Employer’s Annual Tax Return for
Agricultural Employees, instead of Form
941, to report income tax withheld and
employer and employee social security
and Medicare taxes on farmworkers.

See Trust Fund Recovery
A Penalty above.
CAUTION

* Form 945, Annual Return of Withheld
Federal Income Tax. Use this form to
report income tax withheld from
nonpayroll payments, including pensions,
annuities, IRAs, gambling winnings, and
backup withholding.

See Trust Fund Recovery
A Penalty above.
CAUTION

* Form 966, Corporate Dissolution or
Liquidation.

* Forms 1042 and 1042-S, Annual
Withholding Tax Return for U.S. Source



Income of Foreign Persons; and Foreign
Person’s U.S. Source Income Subject to
Withholding. Use these forms to report
and transmit withheld tax on payments
made to nonresident alien individuals,
foreign partnerships, or foreign
corporations to the extent such payments
constitute gross income from sources
within the United States (see sections 861
through 865). For more information, see
sections 1441 and 1442, and Pub. 515,
Withholding of Tax on Nonresident Aliens
and Foreign Entities.

* Form 1096, Annual Summary and
Transmittal of U.S. Information Returns.

* Form 1098, Mortgage Interest
Statement. Use this form to report the
receipt from any individual of $600 or
more of mortgage interest (including
points) in the course of the corporation’s
trade or business.

* Forms 1099-A, B, C, DIV, INT, LTC,
MISC, MSA, OID, PATR, R, and S. You
may have to file these information returns
to report acquisitions or abandonments of
secured property; proceeds from broker
and barter exchange transactions;
cancellation of debt; certain dividends and
distributions; interest payments;
payments of long-term care and
accelerated death benefits; miscellaneous
income payments; distributions from an
Archer MSA or Medicare+Choice MSA;
original issue discount; distributions from
cooperatives to their patrons; distributions
from pensions, annuities, retirement or
profit-sharing plans, IRAs, insurance
contracts, etc.; and proceeds from real
estate transactions. Also use certain of
these returns to report amounts that were
received as a nominee on behalf of
another person.

Use Form 1099-DIV to report actual
dividends paid by the corporation. Only
distributions from accumulated earnings
and profits are classified as dividends. Do
not issue Form 1099-DIV for dividends
received by the corporation that are
allocated to shareholders on line 4b of
Schedule K-1.

For more information, see the
Instructions for Forms 1099, 1098, 5498,
and W-2G.

Note: Every corporation must file Forms
1099-MISC if it makes payments of rents,
commissions, or other fixed or
determinable income (see section 6041)
totaling $600 or more to any one person
in the course of its trade or business
during the calendar year.

* Form 3520, Annual Return to Report
Transactions With Foreign Trust and
Receipt of Certain Foreign Gifts. The
corporation may have to file this form if it:

1. Directly or indirectly transferred
property or money to a foreign trust. For
this purpose, any U.S. person who
created a foreign trust is considered a
transferor.

2. Is treated as the owner of any part
of the assets of a foreign trust under the
grantor trust rules.

3. Received a distribution from a
foreign trust.

For more information, see the
Instructions for Form 3520.

Note: An owner of a foreign trust must
ensure that the trust files an annual
information return on Form 3520-A,
Annual Information Return of Foreign
Trust With a U.S. Owner.

* Form 5471, Information Return of U.S.
Persons With Respect to Certain Foreign
Corporations. A corporation may have to
file Form 5471 if any of the following
apply:

1. It controls a foreign corporation.

2. It acquires, disposes of, or owns
5% or more in value of the outstanding
stock of a foreign corporation.

3. It owns stock in a corporation that
is a controlled foreign corporation for an
uninterrupted period of 30 days or more
during any tax year of the foreign
corporation, and it owned that stock on
the last day of that year.

* Form 5713, International Boycott
Report. Every corporation that had
operations in, or related to, a “boycotting”
country, company, or national of a country
must file Form 5713 to report those
operations and figure the loss of certain
tax benefits.

* Form 8264, Application for Registration
of a Tax Shelter. Tax shelter organizers
must file Form 8264 to register tax
shelters with the IRS for the purpose of
receiving a tax shelter registration
number.

* Form 8271, Investor Reporting of Tax
Shelter Registration Number.
Corporations that have acquired an
interest in a tax shelter that is required to
be registered use Form 8271 to report the
tax shelter’s registration number. Attach
Form 8271 to any return on which a
deduction, credit, loss, or other tax benefit
attributable to a tax shelter is taken or any
income attributable to a tax shelter is
reported.

* Form 8275, Disclosure Statement. File
Form 8275 to disclose items or positions,
except those contrary to a regulation, that
are not otherwise adequately disclosed
on a tax return. The disclosure is made to
avoid the parts of the accuracy-related
penalty imposed for disregard of rules or
substantial understatement of tax. Form
8275 is also used for disclosures relating
to preparer penalties for understatements
due to unrealistic positions or disregard of
rules.

* Form 8275-R, Regulation Disclosure
Statement, is used to disclose any item
on a tax return for which a position has
been taken that is contrary to Treasury
regulations.

* Form 8281, Information Return for
Publicly Offered Original Issue Discount
Instruments. This form is used by issuers
of publicly offered debt instruments
having OID to provide the information
required by section 1275(c).

* Forms 8288 and 8288-A, U.S.
Withholding Tax Return for Dispositions
by Foreign Persons of U.S. Real Property
Interests; and Statement of Withholding
on Dispositions by Foreign Persons of
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U.S. Real Property Interests. Use these
forms to report and transmit withheld tax
on the sale of U.S. real property by a
foreign person. See section 1445 and the
related regulations for additional
information.

* Form 8300, Report of Cash Payments
Over $10,000 Received in a Trade or
Business. File this form to report the
receipt of more than $10,000 in cash or
foreign currency in one transaction (or a
series of related transactions).

* Form 8594, Asset Allocation Statement
Under Sections 338 and 1060. Both the
seller and buyer of a group of assets that
makes up a trade or business must use
this form to report such a sale if goodwill
or going concern value attaches, or could
attach, to such assets and if the buyer’'s
basis in the assets is determined only by
the amount paid for the assets.

* Form 8697, Interest Computation
Under the Look-Back Method for
Completed Long-Term Contracts. Certain
S corporations that are not closely held
may have to file Form 8697. Form 8697 is
used to figure the interest due or to be
refunded under the look-back method of
section 460(b)(2) on certain long-term
contracts that are accounted for under
either the percentage of
completion-capitalized cost method or the
percentage of completion method.
Closely held corporations should see the
instructions on page 25 for line 23, item
10, of Schedule K-1 for details on the
Form 8697 information they must provide
to their shareholders.

* Form 8865, Return of U.S. Person
With Respect To Certain Foreign
Partnerships. A corporation may have to
file Form 8865 if it:

1. Controlled a foreign partnership
(i.e., owned more than a 50% direct or
indirect interest in the partnership).

2. Owned at least a 10% direct or
indirect interest in a foreign partnership
while U.S. persons controlled that
partnership.

3. Had an acquisition, disposition, or
change in proportional interest of a
foreign partnership that:

a. Increased its direct interest to at
least 10% or reduced its direct interest of
at least 10% to less than 10%.

b. Changed its direct interest by at
least a 10% interest.

4. Contributed property to a foreign
partnership in exchange for a partnership
interest if:

a. Immediately after the contribution,
the corporation owned, directly or
indirectly, at least a 10% interest in the
foreign partnership; or

b. The fair market value of the
property the corporation contributed to the
foreign partnership in exchange for a
partnership interest, when added to other
contributions of property made to the
foreign partnership during the preceding
12-month period, exceeds $100,000.

Also, the corporation may have to file
Form 8865 to report certain dispositions
by a foreign partnership of property it
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previously contributed to that foreign
partnership if it was a partner at the time
of the disposition.

For more details, including penalties
for failing to file Form 8865, see Form
8865 and its separate instructions.

* Form 8866, Interest Computation
Under the Look-Back Method for Property
Depreciated Under the Income Forecast
Method. Certain S corporations that are
not closely held may have to file Form
8866. Form 8866 is used to figure the
interest due or to be refunded under the
look-back method of section 167(g)(2) for
certain property placed in service after
September 13, 1995, and depreciated
under the income forecast method.
Closely held corporations should see the
instructions on page 26 for line 23, item
17, of Schedule K-1 for details on the
Form 8866 information they must provide
to their shareholders.

* Form 8873, Extraterritorial Income
Exclusion. Use this form to report the
amount of extraterritorial income excluded
from the corporation’s gross income for
the tax year.

Statements

Stock ownership in foreign
corporations. If the corporation owned
at least 5% in value of the outstanding
stock of a foreign personal holding
company, and the corporation was
required to include in its gross income
any undistributed foreign personal holding
company income, attach the statement
required by section 551(c).

Transfers to a corporation controlled
by the transferor. If a person receives
stock of a corporation in exchange for
property, and no gain or loss is
recognized under section 351, the
transferor and transferee must each
attach to their tax returns the information
required by Regulations section 1.351-3.

Assembling the Return

To ensure that the corporation’s tax return
is correctly processed, attach all
schedules and forms after page 4, Form
1120S, in the following order:

1. Schedule N (Form 1120).

2. Form 4136, Credit for Federal Tax
Paid on Fuels.

3. Form 8050.

4. Additional schedules in alphabetical
order.

5. Additional forms in numerical order.

To assist us in processing the return,
please complete every applicable entry
space on Form 1120S and Schedule
K-1. If you attach statements, do not write
“See attached” instead of completing the
entry spaces on Form 1120S and
Schedule K-1.

If you need more space on the forms
or schedules, attach separate sheets and
place them at the end of the return. Use
the same size and format as on the
printed forms. But show the totals on
the printed forms. Be sure to put the
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corporation’s name and EIN on each
sheet.

Amended Return

To correct an error on a Form 1120S
already filed, file an amended Form
1120S and check box F(5). If the
amended return results in a change to
income, or a change in the distribution of
any income or other information provided
any shareholder, an amended Schedule
K-1 (Form 1120S) must also be filed with
the amended Form 1120S and given to
that shareholder. Be sure to check box
D(2) on each Schedule K-1 to indicate
that it is an amended Schedule K-1.

A change to the corporation’s Federal
return may affect its state return. This
includes changes made as the result of
an IRS examination of Form 1120S. For
more information, contact the state tax
agency for the state in which the
corporation’s return was filed.

Passive Activity

Limitations

In general, section 469 limits the amount
of losses, deductions, and credits that
shareholders may claim from “passive
activities.” The passive activity limitations
do not apply to the corporation. Instead,
they apply to each shareholder’s share of
any income or loss and credit attributable
to a passive activity. Because the
treatment of each shareholder’s share of
corporate income or loss and credit
depends upon the nature of the activity
that generated it, the corporation must
report income or loss and credits
separately for each activity.

The instructions below (pages 7
through 10) and the instructions for
Schedules K and K-1 (pages 18 through
26) explain the applicable passive activity
limitation rules and specify the type of
information the corporation must provide
to its shareholders for each activity. If the
corporation had more than one activity, it
must report information for each activity
on an attachment to Schedules K and
K-1.

Generally, passive activities include (a)
activities that involve the conduct of a
trade or business in which the
shareholder does not materially
participate and (b) any rental activity
(defined on page 8) even if the
shareholder materially participates. For
exceptions, see Activities That Are Not
Passive Activities below. The level of
each shareholder’s participation in an
activity must be determined by the
shareholder.

The passive activity rules provide that
losses and credits from passive activities
can generally be applied only against
income and tax from passive activities.
Thus, passive losses and credits cannot
be applied against income from salaries,
wages, professional fees, or a business in
which the shareholder materially
participates; against “portfolio income”
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(defined on page 9); or against the tax
related to any of these types of income.

Special rules require that net income
from certain activities that would
otherwise be treated as passive income
must be recharacterized as nonpassive
income for purposes of the passive
activity limitations.

To allow each shareholder to apply the
passive activity limitations at the
individual level, the corporation must
report income or loss and credits
separately for each of the following: trade
or business activities, rental real estate
activities, rental activities other than rental
real estate, and portfolio income.

Activities That Are Not Passive
Activities
Passive activities do not include:

1. Trade or business activities in
which the shareholder materially
participated for the tax year.

2. Any rental real estate activity in
which the shareholder materially
participated if the shareholder met both of
the following conditions for the tax year:

a. More than half of the personal
services the shareholder performed in
trades or businesses were performed in
real property trades or businesses in
which he or she materially participated,
and

b. The shareholder performed more
than 750 hours of services in real
property trades or businesses in which he
or she materially participated.

For purposes of this rule, each interest
in rental real estate is a separate activity
unless the shareholder elects to treat all
interests in rental real estate as one
activity.

If the shareholder is married filing
jointly, either the shareholder or his or her
spouse must separately meet both
conditions 2a and b above, without taking
into account services performed by the
other spouse.

A real property trade or business is
any real property development,
redevelopment, construction,
reconstruction, acquisition, conversion,
rental, operation, management, leasing,
or brokerage trade or business. Services
the shareholder performed as an
employee are not treated as performed in
a real property trade or business unless
he or she owned more than 5% of the
stock in the employer.

3. The rental of a dwelling unit used
by a shareholder for personal purposes
during the year for more than the greater
of 14 days or 10% of the number of days
that the residence was rented at fair
rental value.

4. An activity of trading personal
property for the account of owners of
interests in the activity. For purposes of
this rule, personal property means
property that is actively traded, such as
stocks, bonds, and other securities. See
Temporary Regulations section
1.469-1T(e)(6).



Note: The section 469(c)(3) exception for
a working interest in oil and gas
properties does not apply to an S
corporation because state law generally
limits the liability of shareholders.

Trade or Business Activities

A trade or business activity is an activity
(other than a rental activity or an activity
treated as incidental to an activity of
holding property for investment) that—

1. Involves the conduct of a trade or
business (within the meaning of section
162),

2. Is conducted in anticipation of
starting a trade or business, or

3. Involves research or experimental
expenditures deductible under section
174 (or that would be if you chose to
deduct rather than capitalize them).

If the shareholder does not materially
participate in the activity, a trade or
business activity of the corporation is a
passive activity for the shareholder.

Each shareholder must determine if he
or she materially participated in an
activity. As a result, while the
corporation’s overall trade or business
income (loss) is reported on page 1 of
Form 1120S, the specific income and
deductions from each separate trade or
business activity must be reported on
attachments to Form 1120S. Similarly,
while each shareholder’s allocable share
of the corporation’s overall trade or
business income (loss) is reported on line
1 of Schedule K-1, each shareholder’s
allocable share of the income and
deductions from each trade or business
activity must be reported on attachments
to each Schedule K-1. See Passive
Activity Reporting Requirements on
page 10 for more information.

Rental Activities

Generally, except as noted below, if the
gross income from an activity consists of
amounts paid principally for the use of
real or personal tangible property held by
the corporation, the activity is a rental
activity.

There are several exceptions to this
general rule. Under these exceptions, an
activity involving the use of real or
personal tangible property is not a rental
activity if any of the following apply:

* The average period of customer use
(defined below) for such property is 7
days or less.

* The average period of customer use for
such property is 30 days or less and
significant personal services (defined
below) are provided by or on behalf of the
corporation.

¢ Extraordinary personal services
(defined below) are provided by or on
behalf of the corporation.

* Rental of the property is treated as
incidental to a nonrental activity of the
corporation under Temporary Regulations
section 1.469-1T(e)(3)(vi) and
Regulations section 1.469-1(e)(3)(vi).

* The corporation customarily makes the
property available during defined

business hours for nonexclusive use by
various customers.

* The corporation provides property for
use in a nonrental activity of a partnership
in its capacity as an owner of an interest
in such partnership. Whether the
corporation provides property used in an
activity of a partnership in the
corporation’s capacity as an owner of an
interest in the partnership is based on all
the facts and circumstances.

In addition, a guaranteed payment
described in section 707(c) is not income
from a rental activity under any
circumstances.

Average period of customer use.
Figure the average period of customer
use of property by dividing the total
number of days in all rental periods by the
number of rentals during the tax year. If
the activity involves renting more than
one class of property, multiply the
average period of customer use of each
class by the ratio of the gross rental
income from that class to the activity's
total gross rental income. The activity’s
average period of customer use equals
the sum of these class-by-class average
periods weighted by gross income. See
Regulations section 1.469-1(e)(3)(iii).
Significant personal services. Personal
services include only services performed
by individuals. To determine if personal
services are significant personal services,
consider all of the relevant facts and
circumstances. Relevant facts and
circumstances include how often the
services are provided, the type and
amount of labor required to perform the
services, and the value of the services in
relation to the amount charged for the use
of the property.

The following services are not
considered in determining whether
personal services are significant:

* Services necessary to permit the lawful
use of the rental property.

* Services performed in connection with
improvements or repairs to the rental
property that extend the useful life of the
property substantially beyond the average
rental period.

* Services provided in connection with
the use of any improved real property that
are similar to those commonly provided in
connection with long-term rentals of
high-grade commercial or residential
property. Examples include cleaning and
maintenance of common areas, routine
repairs, trash collection, elevator service,
and security at entrances.

Extraordinary personal services.
Services provided in connection with
making rental property available for
customer use are extraordinary personal
services only if the services are
performed by individuals and the
customers’ use of the rental property is
incidental to their receipt of the services.
For example, a patient’s use of a hospital
room generally is incidental to the care
that the patient receives from the
hospital’s medical staff. Similarly, a
student’s use of a dormitory room in a
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boarding school is incidental to the
personal services provided by the
school’s teaching staff.

Rental property incidental to a
nonrental activity. An activity is not a
rental activity if the rental of the property
is incidental to a nonrental activity, such
as the activity of holding property for
investment, a trade or business activity,
or the activity of dealing in property.

Rental of property is incidental to an
activity of holding property for
investment if both of the following apply:
* The main purpose for holding the
property is to realize a gain from the
appreciation of the property.

* The gross rental income from such
property for the tax year is less than 2%
of the smaller of the property’s unadjusted
basis or its fair market value.

Rental of property is incidental to a
trade or business activity if all of the
following apply:

* The corporation owns an interest in the
trade or business at all times during the
year.

* The rental property was mainly used in
the trade or business activity during the
tax year or during at least 2 of the 5
preceding tax years.

* The gross rental income from the
property is less than 2% of the smaller of
the property’s unadjusted basis or its fair
market value.

The sale or exchange of property that
is also rented during the tax year (where
the gain or loss is recognized) is treated
as incidental to the activity of dealing in
property if, at the time of the sale or
exchange, the property was held primarily
for sale to customers in the ordinary
course of the corporation’s trade or
business.

See Temporary Regulations section
1.469-1T(e)(3) and Regulations section
1.469-1(e)(3) for more information on the
definition of rental activities for purposes
of the passive activity limitations.

Reporting of rental activities. In
reporting the corporation’s income or
losses and credits from rental activities,
the corporation must separately report (a)
rental real estate activities and (b) rental
activities other than rental real estate
activities.

Shareholders who actively participate
in a rental real estate activity may be able
to deduct part or all of their rental real
estate losses (and the deduction
equivalent of rental real estate credits)
against income (or tax) from nonpassive
activities. Generally, the combined
amount of rental real estate losses and
the deduction equivalent of rental real
estate credits from all sources (including
rental real estate activities not held
through the corporation) that may be
claimed is limited to $25,000.

Report rental real estate activity
income (loss) on Form 8825, Rental Real
Estate Income and Expenses of a
Partnership or an S Corporation, and on
line 2 of Schedules K and K-1, rather than
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on page 1 of Form 1120S. Report credits
related to rental real estate activities on
lines 12c and 12d and low-income
housing credits on line 12b of Schedules
K and K-1.

Report income (loss) from rental
activities other than rental real estate on
line 3 and credits related to rental
activities other than rental real estate on
line 12e of Schedules K and K-1.

Portfolio Income

Generally, portfolio income includes all
gross income, other than income derived
in the ordinary course of a trade or
business, that is attributable to interest;
dividends; royalties; income from a real
estate investment trust, a regulated
investment company, a real estate
mortgage investment conduit, a common
trust fund, a controlled foreign
corporation, a qualified electing fund, or a
cooperative; income from the disposition
of property that produces income of a
type defined as portfolio income; and
income from the disposition of property
held for investment.

Solely for purposes of the preceding
paragraph, gross income derived in the
ordinary course of a trade or business
includes (and portfolio income,
therefore, does not include) only the
following types of income:

* Interest income on loans and
investments made in the ordinary course
of a trade or business of lending money.
* Interest on accounts receivable arising
from the performance of services or the
sale of property in the ordinary course of
a trade or business of performing such
services or selling such property, but only
if credit is customarily offered to
customers of the business.

* Income from investments made in the
ordinary course of a trade or business of
furnishing insurance or annuity contracts
or reinsuring risks underwritten by
insurance companies.

* Income or gain derived in the ordinary
course of an activity of trading or dealing
in any property if such activity constitutes
a trade or business (unless the dealer
held the property for investment at any
time before such income or gain is
recognized).

* Royalties derived by the taxpayer in the
ordinary course of a trade or business of
licensing intangible property.

* Amounts included in the gross income
of a patron of a cooperative by reason of
any payment or allocation to the patron
based on patronage occurring with
respect to a trade or business of the
patron.

¢ Other income identified by the IRS as
income derived by the taxpayer in the
ordinary course of a trade or business.

See Temporary Regulations section
1.469-2T(c)(3) for more information on
portfolio income.

Report portfolio income on line 4 of
Schedules K and K-1, rather than on
page 1 of Form 1120S.
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Report deductions related to portfolio
income on line 9 of Schedules K and K-1.

Grouping Activities

Generally, one or more trade or business
activities or rental activities may be
treated as a single activity if the activities
make up an appropriate economic unit for
measurement of gain or loss under the
passive activity rules. Whether activities
make up an appropriate economic unit
depends on all the relevant facts and
circumstances. The factors given the
greatest weight in determining whether
activities make up an appropriate
economic unit are—

1. Similarities and differences in types
of trades or businesses,

2. The extent of common control,

3. The extent of common ownership,

4. Geographical location, and

5. Reliance between or among the
activities.

Example. The corporation has a
significant ownership interest in a bakery
and a movie theater in Baltimore and in a
bakery and a movie theater in
Philadelphia. Depending on the relevant
facts and circumstances, there may be
more than one reasonable method for
grouping the corporation’s activities. For
instance, the following groupings may or
may not be permissible:

* A single activity,

* A movie theater activity and a bakery
activity,

¢ A Baltimore activity and a Philadelphia
activity, or

* Four separate activities.

Once the corporation chooses a
grouping under these rules, it must
continue using that grouping in later tax
years unless a material change in the
facts and circumstances makes it clearly
inappropriate.

The IRS may regroup the corporation’s
activities if the corporation’s grouping fails
to reflect one or more appropriate
economic units and one of the primary
purposes for the grouping is to avoid the
passive activity limitations.

Limitation on grouping certain
activities. The following activities may
not be grouped together:

1. Arental activity with a trade or
business activity unless the activities
being grouped together make up an
appropriate economic unit, and

a. The rental activity is insubstantial
relative to the trade or business activity or
vice versa, or

b. Each owner of the trade or
business activity has the same
proportionate ownership interest in the
rental activity. If so, the portion of the
rental activity involving the rental of
property to be used in the trade or
business activity may be grouped with the
trade or business activity.

2. An activity involving the rental of
real property with an activity involving the
rental of personal property (except for
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personal property provided in connection
with real property), or vice versa.

3. Any activity with another activity in
a different type of business and in which
the corporation holds an interest as a
limited partner or as a limited
entrepreneur (as defined in section
464(e)(2)) if that other activity engages in
holding, producing, or distributing motion
picture films or videotapes; farming;
leasing section 1245 property; or
exploring for or exploiting oil and gas
resources or geothermal deposits.

Activities conducted through
partnerships. Once a partnership
determines its activities under these rules,
the corporation as a partner may use
these rules to group those activities with:
¢ Each other,
¢ Activities conducted directly by the
corporation, or
¢ Activities conducted through other
partnerships.

The corporation may not treat as
separate activities those activities
grouped together by the partnership.

Recharacterization of Passive
Income

Under Temporary Regulations section
1.469-2T(f) and Regulations section
1.469-2(f), net passive income from
certain passive activities must be treated
as nonpassive income. Net passive
income is the excess of an activity’s
passive activity gross income over its
passive activit